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a cIownstJam toll mll'kct. In such circumstances, regulatory forbearance would be warranted

in the carriet 8CCCII market, though not necessarily in the toll market.

In addition. Dr. Bernheim's observation that

(1)iDee the demand for intermediate services is derived from the demand for
complete Itn'icc:s, the existence of market power over an intermediate aervice abo
impllcl that a firm hu effective market power over the (mal avice (Bernheim at
4)

JMIcea no IOnIC to UI. A very relevant countcr~xamplo is the markets for inter.tale carrier ICCOIS

ICI'ViCCl IIld Interstate ton. At the prelCl1t time, LEes have no market power - or any reasonable

proIp8ct of aItaInin, market power -- in the markell for interstate long distance services. Even if

)eli.lltion wore to open interLATA toU markets to former Bell Operltin. Companics, it would take

conaldorable time for such LEes to analn control over the market price in those markets and thus

to be in a politlon to benefit from anticompetitive accesa pricing that would require market. power

in the retail market to be profitable. The rclcVlnt product market for carrier access services is the

let of loop, lWltc:hiltJ and transport services necessary to originate and terminate caUs at high-volume

CUltomer location. in a .eo.raphic markct; market power in that market does not imply - nor is

implied by -- market power in the market for retail lOU services.

C. Standards for Competitive Intensity.

Dr. Bernheim userts thai imperfcciions in market definition call for "a more stringent

IIInclanl to dotcnnine market competitiveness.·u However, elsewhere he notes that an

important aspect ofcarrier access service is the fact that it is an intermediate service, as opposed

to a service purchased by end users for final consumption. I' One obvious economic

con.quence of this observation is that the standard measures of the intensity of competition

derived from markets for final services are likely to underscate _. not overstate -- the actual

intensity of competition in a market for an intermediate service. As we noted in our Comments:

........mat9.

I' "(t)lle propoeecIlIppI'OIdl to the definition of relevant pm&haot lMtketa f.n. 10 rDOOJlli. tut iDdividuai
.-vice compnnentll are intermediate ItrViClll I'IIthor'thaD finalll8lVie:es" (Bernheim at 4).
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the [intermediate service) nature of the carrier access mu1cets makes it
unthinkable that a customer would pay a higher price than necessary whenever
a choice wu possible.

• Carrier access lel'Vices are sold to (essentially) three large. lOphilticated

multinational customers that purchase the I8IJIe or aimilar services in every

leoaraPhlc market lerved by the LEe and all other providers. Thus,

exploitation of market power that a LEe miaht have in one aqrapbic market

where an IXC bas no alternative supplier of carrier access can be offset by its

purchase decisions in other markets where the IXC has alternative&.

• carrier access services are homogeneous= there is no reason to prefer LEe to

CAP transport or self-supply at liven technical specifications. Indeed, in thex

markets with a smaJl number of sellers and buyers, a buyer can obtain a

competitive advanEage -- as well as increased redundancy - by establishinc

Jdationships with as many sellers as possible.

• Carrier access is a large fraction of the costs of the three JXCs who compete

in retail long distance markets where a small discount in the price paid for

carrier access would translate into a significant competitive advantage.I'

A ICCOnd economic implication overlooked by Dr. Bernheim is sc:If-supply. Conventional

measures of market share and market power in the carrier access market ignore the ability of

the customer (lenoraJly an IXC) to supply part or all of this intermediate service itJe}f. If it

purdlases access from another IXC or a CAP, ordinary measures of the incumbent LEe's

market power diminish; if it supplies the carrier access service itself, the LOC's measured

market power is unchanged. Thus because this intermediate good is supplied by the lXCs

them_Iya, LEe market share (and market power) is overestimated by the fraction of LEe and

CAP carrier access demand served by the LEe.

J,
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IV. COMPBlnlVE INTENSITY SHOULD BE MEASURED SIMILARLY FOR ALL

COMPETITORS.

Dr. Bernheim criticizes the Commission's proposed reforms as -not Io(ing) far enouch

in spelling out the criteria nCDdcd to assess the intensity of competition-·I and SUUests six

.. of c:onccm, lenerally loculinl on reasons why ordinary criteria u.t in other marketl to

.... competitive intensity would fail to detect market power in the carrier access marIceIs in

question. M asc:neral observation. his oommcnts - and those of AT&T ~~ appear to pcttain

more to an assessment of competition in the local exchange market rather than in the specialized

carrier access markets whole competitive intensity ill under examination here. In particular, Dr.

Bernheim endorses AT&rs proposed ·melric· criterion that -at least 30 percent of subscribers

in an area are in fact using alternative providers for local telephone SCrvice" (Bernheim at 17,

empbuis supplied). Similarly, AT&T's competitive checklist of necessary steps "to allow

effective competition to develop in the access and local exchange markets" (AT&T at 6) is

certainly not necessary for effective competition in the carrier access markets alone.

We have two main concerns with Dr. Bernheim's discussion of measuring the competitive

inteality of I market: (I) the role of LEe "bottleneck facilitiesIt in the determination of LEe

market power in the carrier access markets and (ii) the quantitative measure of competitive

Intensity proposed by Dr. Bernheim.

First, Dr. Bernheim identifies carrier access services as

unusual•••because...incumbenl LECs are uniquely well--equipped to undermine the
development of meaningful competition. even when obvious barriers to entry are
removed. 1bcrefore, it is important to apply a much more demanding standard for
evaluating potential competition for access services than is used in other contexts.
(Bernheim at 12).

He lOCI on 10 identify the presence of "bottleneck- access services - for which he cites residential

locI1loops u an example -- u lhe source of this market power. While control over local loops may

be a IOUtCe of market power for Joca) exchange services. it il not a relevant concern in mea.uri"l

the ability of an IXC to originaae or terminate traffic to a high-volume customer location.

.. .......... 11.
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Carrier access Iel'Vlcc -- u provided by a CAP or IXC - pnerally Includes the local loop,

J)II'tlcuIarly for the customer class In question: hlah-volume customer locations. lbus while Dr.

Bernheim iI correct. in principle, that a loop could be a LEC bottleneck facility, that fact is

ICCOUDt.ed for in the USTA proposed standard for imp-...entlne meamllned or nondominant

rqulII1on. A customer location would not be coumed as having a competltive alternative to the LEe

unIeJI the txC. can reach it without u1ina any LEC facilities whltever. Thul when IXC. have

competitive access alternatives to reach 2S or '0 percent of the market, the dearee to which LEC

loop. are a bottleneck facUity Is fully accounted for. To arlue that a -much more demanding

Jcandard. should be applied In the carrier access market because lOme LEe facilltlea are bottlenecb

is effectively double counting because the de&ree to which LEe facilities are bottlenecks in the first

pllCe is meuured In the standard. Or. Bernheim acknowledges thll fact:

Although the LEe would not be able to handicap entrants offerin, complete, stand­
alone, alternative networks, such an entry strategy involves enormous sunk costs
and risks, especially if all of the preconditions for entry have not been effectively
implemented. (Bernheim at 13).

Such sunk com and risks have been voluntarUy assumed by CAPs since the mid-1980s, presumably

Ions before AT&T's preconditions for entry W'C1'e effectively bnplemented.

In addition, the fact lhat some LEe facilities are inputs into interstate toll services is

hardly the most significant way in which carrier access services differ from ordinary retail

ICI'Vices. As described above, the two main reasons why ordinary market power analysis would

tend to overstate LEe market power in the carrier access market are

• the fact that carrier access is an intermediate homogenous good, sold to a

smaIl number of knowledgeable customers for Which access is a significant

fraction of their cost of business, and

• the (act that lXCs can and do supply all manner of access facilities themsdves,

using their own networks. It

.. n. AT""'. claim that the ·LECa' only IIGtuaI call1pOlitonl ... ClOIIIJIGIilin~ provi.... (·CAPII·)·
(AT"T ., 2) iI noueIUIe, &II it ipor. .U cliRlCt CU'IDlICtionl belweeD IXC. and their c:uatoIMn • w.ll ..
alIIXC DlNQtIc upuaiona dial Nduce camer &CCtU charpa.
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The ftnt fact Jmplta that - for I liven market SUUClUre - price competition in the carrier ACcoal

marbt will be more vllorous while the second implies that ordinary measures of market Jtructure

and market power - bued on CAl' ctpaelcy or market shares - wiJI understlle the true

competitiveness ot the structure of the carrier acceu markel.

second. Dr. Bernheim recognizes the need to establish a simple quantitative test to use

for implementing streamlined or nondominant ~gu1ation for LEe carrier ac:c:eu Iel'Vica.JO

However, the standard that he finds to be "insufficiently demanding" for additional LEe pricing

flexibility - that at least 30 percent of subscribers in an area Ule alternative Jupplien for local

exchange service - is incorrect in principle and unrealistic in mqnitude. It is incorrect in

principle bcQuIC (i) it ignores the fact that the LEe share of addressable capacit)', not its share

of current cuslomen, determines the LEe's ability to affect the market price,'! (ii) the CAP

share of customen greaUy understates their share of the market, because a grossly

disproponionate share of long distance volume is consumed by high-volume business customer

locations, (ill) ignoring lXC self-supply implies that measured LEe market share overstates the

LBC's true share of the market because seJf-provisioned carrier access demand is never counted

as part of the overalJ carrier access market. (iv) marJcet share is not an adequate measure of

mar. power while use of market share as a standard creates inefficient incentives for the

1'e&u1ated finn, and (v) the markets in question are carrier access marlcets, not local exchange

marlcdl.

In addition, Dr. Bernheim's -- and AT&T's -- proposed metric is unrealistic and would

prevent LEe pricing flexibility in circumstances where anticompelilive pricing would be

extremely unlikely. First, it Is important to take into account the history and current level of

LEe carner access prices in appraising the likelihood of price increases that exploit market

power. At divestiture, the contribution from interstate ton services that previously supported

•
21

Bembeim 1116-17.

Dr.........m ....... un, error in hi. dillClIlUIiclft or the lJOOanpbic perva&ivCIlClII of COnape&itiOll (Bernheim
II 11) wbece he ROlOI that ..i. I&IndIr. for competition -mull exill for 90" of ead...... wilhin &he
....c uIlit Ihat i 10 dofi. the releYaal market.· As Doted in our ....Jier Reply eomn-ts.
ATlt.T oouia&eGlly file dltrenac:e hetw.. muket ....re and market poww MIl &be we of
~ty heft., _ .. of IIIIJttet COIaCIIdtaliOft thin output aIwea. See Schma.......T.;ylor.
-"'1, CununanIa: M.Jb& ADat)'.....d Pricifta PIea_bml}' for Jnce,..ae Acceu Serva.,· A&&ac:IuoIftI
10 tho Unitocl Sta* Telephane AuaeiatiOft R.eply Comments in CC Doc:ket No. 94-1, Juac 29. 1994.
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local aehan,e service was shifted to carrier access services. and - despite I decade of

continuous price decraues -- LEe camer access pri~, including substantial contribution in the

form of CCL and RIC, exceed incremental costs. Pricing flexibility in the futulC could not

exploit market power in carrier access markets any more thoroUihly than Jqulation has

exploited it in the put.

Second, withholding pricing flexibility for local telephone customers until at least 30

percent of local exchange customers use alternat've providers is out of step with another market

structure.tandard used by the Commission and specified in the cable Act of 1992: thaa a cable

system wu deemed to face sufficient competition to warrant deregulation -- not merely pricin&

f1exlb11ity - whenever a competitor offers service to SO percent and serves more than IS percent

of the market. AT&T·s proposed metric for LEe pricing flexibiHty would require twice the

marJc:et share of competitive providers as the Cable Act requires (or complete deregulation. In

addition. of course. C2ble services are purchased by final consumers, not IXCs, are a small

fraction of consumer expenditure and are far from homogeneous. By way of comparison, the

USTA proposal permits streamlined qutation when competitors can addras 2S percent of the

market and nondominant regulation when the market is SO percent addressable.

v. PRICE REGULATJON REQUIRES LF~ DEPENDENCE ON ACCOVNTING
COSTS.

On behalfof the cable industry, Dr. Johnson points to remaining theorcticallinb between

acc:ounting c:amings and the price cap index for LEes and concludes that it is premature to grant

LEes pricinc flexibility and that - on the contrary -- further accounting-colt safeguards should

be impoled on LEe pricln& to prevent cross-subsidization. In our view, both pans of this

llJUmcnt are wroRl: the existence of such links in theory does not impJy that price cap

recuJation exposes customen to real threats of cross-subsidi7.aUon, and -- even if it did - the

cure of additional reliance on cost accounting is ineffective and exacerbates the disease it

purportS to cure.

Fint. the theoretical links between aa:ounting losses for competitive lel'Viocs and price

caps for less-competitive services cited by Dr. Johnson are tenuous, uncertain and incomplete.
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Dr. Johnson ques that a prico-cap-regulaUXf LEe has an incentive to price competitive services

bellow COlt because it can offset its losses by (I) a reduced sharing obligation in the event of

0YenIII'Di1ll, (ii) a JaraCJ' increase in the price cap index in the event of underearning, or (iii)

a 1IIIII1er future productivity offlCt in the event the price cap plan is renegotiated. However,

wbea the LEe lets its prices for competitive services, it has no knowJedp of ita future

ICCOUfttJn, euniDp and does not know whether any of these events will occur that would

mitip~ its loues from its anticompetitive pricing.22 Thus it would be foolhardy to set

competitive service prices to lose money in the expectation that sharing at the end of the y­

- OJ' at the end of a three or five year review period - would reduce its losses. Bvert if it knew

witb certainty that it would be sharing eamin~s, it is undeniable that its incentive to cross­

subsidize would be lower than that of an ordinary rate-of-retum regulated firm. Under the

current (interim) price cap plan, if earnings happened to exccc:d an upper sharing threshold, a

LBC that deliberately incurred losses to serve customers with competitive alternatives would still

10lllC at least 50 cents on the dollar plus onc or two years' interest on its losses. If earnings feU

below a lower threshold, it would be able to offset Josses until its interstate accounting rate of

return reached 10.25 percent; however, further losses would have no effect on its price cap

index.

second, there is Jeneral agreement in the industry that the permanent price cap regulation

plan under consideration at the Commission win further reduce the remaining vestigial bac1cstop

and sharing links between accounting earnings and thc price cap index. The Commission has

clearly stated a preference for the elimination of sharing, and the USTA proposal to replace a

constant productivity offset X with a moving average would provide a scM-correcting mechanism

that would eliminate the need for frequent reviews of the pJan.:ll With aharing and revisions

of X e1imi~. the only remaining link between current earnings and future changes in the

price cap index would be a possible implicit mechanism to ensure continuity of service. Such

a mechanism would not give risc to an incentive to underprice competitive services because (i)

Dr. Jo1IuclII ovidoDlly belie\>. atherwi.: IIOe p. 12 where a LEe IlOJocts ilS X-factor -in MIer to protect
"' hi,ber ... pf return...of J6 1'Oft*ll. -

2J See Price c.., PerlOJJDMCe Review fot LocaJ 5xchanae Carriers. CC Docket Net. 94-1. Pgynb Purther
NQliCll of Prpted Jlulemakina. releucd: SopIember 27. 1995.'J J4 and USTA'. Commenta filed iD that
pmoeediq.
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it would only come into play under circumstances in which the entire carrier access market was

10 highly competitive that the LBC could not cam reasonable overall interstate IetUms, (it) the

LBC would have to anticipate its underearnings in its pricing decision, and (iii) the lonl-term

prospect of pin from anticompetitive pricing in the carrier access market would have 10

outweiJh the short-term certainty of lOIS.

Third, suppose there remained a weak and uncertain relationship between prices and

eaminls in one legment of the carrier access market and the price cap index for other segments

or the carrier access market. Dr. Johnson's proposed cure for that problem is to

continue [FCC] oversight of cost assignments between more competitive and less
competitive markets. until both have become effective]y competitive. (at 3).

This policy pl'elcription is internally inconsisacnt and would effectiveJy reverse nearJy a decade of

reduced rqulatory rollanee on artificial accounting cost assignments to lovern price. in marbts

opened to competition. It is inconsistent because it would strengthen, not weaken. the IInlc between

IICCOUntinl costs and prices and increase, not reduce. the ability and incentive of the reaulaled t1nn

to 'exploit its remaining market power by misallocating costs to less-competitive services.

Finally. Dr. Johnson observes that many Slales do not usc pure price caps to lCJu]ate

intrutate lef\'ices and thus that

a threat of cross-subsidy would remain as a consequence of potential cost
misalJocations between the intrastate and interstate jurisdictions <at 13).

It II certainly true that many states do not practice pure price cap regUlation. thoulh the current trend

in Idoption of Inconlive Raulation plans clearly favors plans without eamina' aharing.)4 However.

Dr. JohlllOn'S analysis - IPPlied to the Interstate carrier access markets -- comes to the opposite

cxmcluslon, Expen.es and investment are allocated between jnterstate and intrastate jurisdictions by

fllCUX'l whith ..ely depend on relattvc usaJe. If a LEe were to expand its interstate carrier access

demand (or retain demand it would otherwise have lost to a competitor) throulh cross-subsidization

or any other form of anticompetitive pricing. Ihe effect would be to~. nol Increase. Its

S1IIe prica ClIp pi.... ldopleCl recen&ly (after 1993) thal do nol have IIJl OIII'nint,-bIIed 1hIriD. provilion
iDol..Jllinoit, Ohio, ' ......yl_•• Delaware. Vir,iaia. WillCOftSin. M';ne ud MIUIIICh...us. n.ere Ire
lllari... proviliolw in ClIU'tior price cap plant in California. New JerR)'. 0re,0Il aDd Rhode laJancl.
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intrIIWC co&tJ IIId prtcoa. I

In JUm, while Dr. Johnson raises points that have some theoretical validity, they have

no application in the interstate carrier ace:eas markets at hand. To miti,ate the conlequencel of

remaiDina uncertain links between interstate costs and interstate prices, It makes no lICIIlC 10

incnue the use of lICCOuntin& costs in determining interstate prices. In general. Dr. Johnson's

...ted concern" that LEe video dialtone services might be subsidized by basic local telephone

IeMcc is misplaced in this forum, where the concern is rather that LEes might recluce prices

to ICI've some carrier access customers below cost while increasing camcr ICCCSS prices to other

CUItomen.

VI. CONCLUSIONS.

The Commiuion should move forward to institute the changes in baseline relu)ation now;

a competitive showina is not in the interest of the customers or market participants. Economic

Ihemy draWl no observable bri,ht lines -- ~1abJishes no numerical standards -~ to delermine

when a ICrvice can be safely regulated by market forces. Even if it did, regulatory judgment

would still be Rquired to match the allowed amount of market power to the appropriate de&ree

of reaulation for each servjce to be classified. Moreover, market information is not solely in

the pouession of the telephone company and frequently derives from firms not subject to

Commission jurisdiction or is simply unavailable. Finally, market share measurement is

inherently backward-looking, and the results of the competitive assessment must pertain to the

futule. Por these reasons, it is eminently sensible to resolve uncertainty by establishing "a

rebuttable praumption of competition based on a simple set of clear, quantitative criteria"»

and pandn, more symmetric relulation and pricinl nexibiBty in markets where a sufficient

fraction of customer demand faces a choice of suppliers. There are lmporlant disqreements

reprding the criteria to be measured (e.g., capacity as opposed to number of customers) and

-M, CUICletIl Iaoro is with cmnpetitive - or put_liall)' competitive - lleJViceI tut share mYellltrl_t or
ncurrilla expen_ wilh .sic local eachanee lIeIViceK.· (Johnson It 6).

31 lemheim It 17.
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the quantitative standard for pricina nexlbJlity (e.g., 25 percent addrcuable by a competitor u

C1IJPC*ld to 7S percent addressable and 30 percent competitor market share applied to 90 percent

of the cultOmerS In a ICOIraphic market).

In our opinion, the volume or demand in a market that is addl'Cllable by multiple suppliers

II the appropriate criterion to be measured to pUle the remainina degree of market power. The

Dumber of customers Iddressable by or subscribed 10 competitors has DO bearing on the abUity

of the LEe to raiae price profitably above its competitive level, which is the hallmark of market

power. We I1so believe that special characteristics or the carrier access mar1cel - particularly

itlltalul u an intermediate homogenous service and the importance of self-supply - imply that

the lower end of the proposed standards offers sufficient regulatory protection to the (essentially)

thRe large consumers of carrier access services. Explicit or implicit use of muket share (of

customers or addressable capacity) to trigger pricing flexibility would engender a Whole new set

of reaulatorily..clJstorted incentives, and the ensuing market outcomes would not necessarily leave

end-users better ofT.

11lem is probably lencraJ agreement that it is difficult to predict from historical data just

how firms in a newly competitive telecommunications market wi11 behave in the future. In our

view. 1tlulatory policy would better emulate competitive market outcomes if regulatory

restriction. were lifted sooner, relying on monitoring and the implicit threat of stricter regulation

rather than prediction 10 ensure that vestigial market power is conlrolled. Such a process would

be particularly efficient compared with the alternative of retaining strict price regulation for each

service until the LEe could demonstrate unequivocally -. service by service and market by

market - ill inability to incnmc prices.
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675 West Peachtree Street, NE
Atlanta, GA 30375

Richard McKenna, HQE03J36
GTE
P.O. Box 152092
Irving, TX 75015

Robert A. Mazer
Nixon, Hargrave, Devans & Doyle
One Thomas Circle, NW
Suite 800
Washington, DC 20005

David R. Poe
Cherie R. Kiser
LeBoeuf, Lamb, Greene & MacRae
1875 Connecticut Avenue, NW
Washington, DC 20009

Peter A. Rohrbach
Linda L. oliver
Hogan & Hartson
Columbia Square
555 13th Street, NW
Washington, DC 20004



Henry M. Rivera
Ginsburg, Feldman and Bress,

Chartered
1250 Connecticut Avenue, nW
Washington, DC 20036

Terry L. Murray
Murray and Associates
101 California Street
Suite 4225
San Francisco, CA 94111

Anne U. MacCiintock
Southern New England Telephone

Company
227 Church Street
New Haven,CT 06510

Lisa M. Zaina
OPASTCO
21 Dupont Circle, NW
Suite 700
Washington, DC 20036

Frank W. Lloyd
Kecia Boney
Mintz, Levin, Cohn, Ferris,

Glovsky and Popeo, P.c.
701 Pennsylvania Avenue, NW
Suite 900
Washington, DC 20004

International Transcription Service
2100 M Street, NW
Suite 140
Washington, DC 20036

Alan J. Gardner
Jeffrey Sinsheimer
California Cable Television

Association
4341 Piedmont Avenue
Oakland, CA 94611

David C. Bergmann
Yvonne T. Ranft
Office of the Consumers' Counsel
State of Ohio
77 South High Street
15th Floor
Columbus, OH 43266


